Rate of Profit Falling?
The estimates that we present relate only to nonfinancial corporations. The national rate of return on capital in unincorporated activities-housing, agriculture, energy exploration, and so on-differs from the return on corporate activities for many reasons. The corporation tax drives a wedge between the pretax and after-tax yields in the corporate sector which would in itself make the pretax corporate rate higher than the noncorporate rate. This difference is attenuated to the extent that marginal corporate investment is financed by debt and to the extent that retained earnings avoid the personal income tax. The investment tax credit and other forms of accelerated depreciation may also differentially benefit corporate investment while property taxes fall more heavily on unincorporated activity. Against this is the specially favorable tax treatment of investment in owner-occupied housing.3 On balance it is difficult to know to what extent the tax laws cause the return on corporate investment to exceed returns elsewhere.4 A second reason for a higher yield on capital in unincorporated activities relative to tlle corporate sector is their inherently greater risk because they do not enjoy limited liability, and therefore must offer investors a high expected rate of return as compensation.5 It is difficult to know whether the net result of the tax effect and the risk effect is to make the return on unincorporated capital higher or lower than the returns that we calculate on corporate capital.
Finally, we should emphasize that our analysis deals only with pretax rates of return. This is appropriate in view of our concern with the return that the nation earns on private investment. To understand the saving and portfolio behavior of individual investors, it would, of course, be necessary to examine the after-tax rate of return.6
Estimated Rates of Return
The title of this paper is something of a misnomer. We analyze the total return to capital, including both profits and interest payments. By the "rate of profit" or the "rate of return," we shall mean the ratio of "profits plus interest payments" to the total value of real capital including fixed capital, inventories, and land. The analysis relates only to nonfinancial corporations. Profits exclude earnings repatriated from abroad, and the value of capital excludes capital used abroad.
We have analyzed two conceptually different rates of return. The net rate of return, which we shall denote ry, is based on a measure of profits net of depreciation and a net capital stock (KN) defined in an analogous way. The gross rate of return, which we denote rG, relates operating profits to a gross capital stock (KG) net of the scrapping of old capital goods. Each definition is the appropriate way to measure the internal rate of return on invested funds if actual output and capital decay take a par-5. It might be argued that we should be interested in the "certainty equivalent" yields on all investments. If so, this correction for the risk premium should be limited to the portion of yield received after tax by investors. The tax receipts effectively pool the individual uncertain yields. The higher expected yield on noncorporate investment that reflects its greater risk therefore corresponds to a greater certainty equivalence in the national yield.
6. Daniel M. Holland and Stewart C. Myers, "Trends in Corporate Profitability and Capital Costs" (Massachusetts Institute of Technology, 1977; processed), deals primarily with the after-tax returns to investors. There is a brief discussion of pretax rates of return but no explicit statistical analysis of the type that we present below. Their general conclusions agree with our own but they consider a more limited range of issues about pretax returns in order to devote most of their attention to the aftertax return. ticular form; the net return (rN) corresponds to exponential decay of the capital stock and of output, while the gross return (rG) corresponds to the scrapping of capital goods that remain fully productive until they are scrapped (like light bulbs). The appendix demonstrates this correspondence. The two measures together therefore approximate the internal rate of return corresponding to the actual but more complex form of output and capital decay.7
Consider the measurement of the net rate of return in more detail. We define All of these values are measured in current prices. The value of 7r is defined as operating profits before any capital consumption allowance minus the estimated value of depreciation.8 Operating profits exclude any increase in the value of inventories as well as any capital gains that result from changes in the price of fixed capital or land relative to the price of consumption goods. The value of depreciation represents the new Department of Commerce estimate of "economic depreciation" at replacement cost, a welcome improvement over the old procedure of using tax-accounting measures of depreciation at historic cost.9 7. The specific methods used by the Department of Commerce cause further problems. Straight-line depreciation rather than exponential depreciation is used for rN. The scrapping patterns are based on empirical distributions that may now be out of date.
8. Note that net profits are pretax-that is, they are net of depreciation but not net of tax. where r is the gross profits of the nonfinancial corporations and KG is the value of the gross fixed capital stock at the end of year t. Gross profits are defined as operating profits before capital consumption allowances. The gross capital stock (Ks ) is calculated by revaluing the previous stock (KT l) at current prices, subtracting an estimated value of "scrapped" capital goods, and adding investment. This "scrappage" is estimated as a current-dollar replacement cost and is based on the Winfrey S-3 distribution of scrapping dates for individual classes of goods.'3 Table 1 Before turning to explicit analysis of these rates of return, we can comment briefly on the implication of ignoring real capital gains. Real capital gains and losses accrue to the owners of capital whenever the market price of plant and equipment, land, and inventories rises relative to the price of consumer goods.15 Although individual investors can in principle realize these gains by selling their ownership claims, society as a whole cannot realize such gains.'6 We have therefore excluded them in all of our analyses. Including such capital gains would raise the average net rate of return for the period 1948 to 1976 from 10.6 to 10.8 percent. For the average gross rate of return, the increase is from 11.0 to 11.3 percent.
Trends in the Rate of Return
The statistical analysis reported in the remainder of this paper provides no support for the view that a gradual downward trend underlies the yearto-year variations in observed rates of return. Although the evidence indicates that the 1970s have seen unusually low rates of return, there is no reason to believe that this fall is more than temporary.
15. Although equity capital owners enjoy a real capital gain whenever the general price level rises because the real value of the corporate debt is reduced, this gain is exactly offset by the real capital loss that accrues to owners of debt, so that there is no net effect for capital as a whole. This is complicated by the taxation of nominal capital gains; some of the real capital gain thus accrues to the nation as a whole rather than solely to owners of capital.
16. An exception would occur if the assets (or the claims to them) are sold to foreign buyers from whom additional consumption goods can then be bought.
The basic evidence on trends in the rate of return is presented in table 2. In none of the equations is the time-trend variable significantly different from zero by conventional statistical standards. The possibility of a time trend warrants further consideration only because of the importance of the question and the relatively large magnitudes of some of the coefficients.
The simplest equation, 2.1, in which the rate of return is related only to a time trend, implies that the net rate of return has fallen 0.14 percentage point a year. Although the coefficient is not significantly different from zero, at face value it implies that the rate of return falls by about oneeighth of its value in a decade. The corresponding equation for the gross return (equation 2.2) has a coefficient only half as large and not greater than its standard error. Taken by themselves, these equations do not resolve the issue; the estimates are consistent with a gradual trend but also with the absence of any trend.
The rate of profit varies cyclically. When the rate of capacity utilization is high, overhead costs are spread over a large volume of output and profits are high; conversely, when the capacity-utilization rate is low, overhead costs absorb a larger fraction of revenue and profits are correspondingly lower. Adjusting the rate of return for variations in capacity utilization therefore helps to assess the extent of the pure time trend. Because there is no measure of the capacity-utilization rate for all nonfinancial corporations, we present some estimates for manufacturing only and others for the economy as a whole. The low rate of return in the 1970s raises three distinct questions. First, has there really been a statistically significant fall in the rate of return, or is the experience of the past few years consistent with the combined effect of random variations and cyclical fluctuations experienced in earlier years? Second, if there has been a significant fall in the rate of return, is it likely to be permanent? And, third, if special conditions caused a low rate of return in the 1970s, how does that alter the inference about a gradual downtrend in the rate of return? Several unique features of the 1970s might make the behavior of the rate of return differ from previous experience. The most obvious are (1) price and wage controls, (2) the oil embargo and jump in energy prices, and (3) the very rapid rate of inflation. Price controls not only limited profits directly but also contributed to shortages that cut profits even more. The oil embargo caused further shortages and the jump in energy costs meant that the existing capital was not optimal for current relative input prices. While this development may have raised the return on new equipment, it lowered that on old equipment valued at replacement cost. Some observers believe that the rapid rate of inflation led to a fall in economic profits because current accounting methods caused firms to overestimate accounting profits and therefore to set prices inappropriately. Nothing suggests that the recent low rate of return represents a permanent fall. Of the reasons for the fall that we listed above, the only one that has persisted is the inappropriateness of existing equipment for the current relative input prices, a factor that will gradually correct itself and that adversely influences the average rather than the marginal rates of return. All the others were temporary conditions. Other influences may have contributed to the low rates during the first half of the 1970s and may persist. Only time will tell. But it is interesting to note that the equations for rN and ra without the 70DUM variable (equations 2.3 and 2. 24. Although it is not possible to separate the effects of the several factors that contributed to the recent fall in the rates of return, we did try to evaluate the argument that actual profits have been low because conventional accounting practices with respect to depreciation and inventories caused firms to overestimate their profitability. Actual profitability based on economic depreciation and adjusted for changes in inventory values averaged 1.3 percent below accounting profitability in the period 1970-76, reaching a maximum difference of 3.1 percent in 1974. When this profitability-error variable was added to equation 3.3, its coefficient was small (-0.19) and less than its standard error. In other specifications and subperiods the coefficient behaved erratically and generally implausibly.
Revisions in the Federal

Conclusion
In this paper we have used the newly revised national income accounts and estimates of the capital stock to calculate the pretax rates of return on nonfinancial corporate capital for each year from 1948 through 1976. Our analysis of these rates of return provides no support for the view that there has been a gradual decline in the rate of return over the postwar period. The evidence does suggest that the average rate of return since 1970 has been some 1 to 2 percent lower than would be predicted on the basis of the low recent capacity utilization alone. But the shortfalls that remain after adjusting for capacity utilization are not inconsistent with the type of random year-to-year fluctuations in profitability that have been observed previously. In any case, the factors that contributed to the fall in the return during the early 1970s are likely to be transitory so that the fall in the return is itself likely to be temporary.
For the entire period since 1948, the average pretax rate of return is 10.6 percent if profits and the capital stock are measured net of depreciation, and 11.0 percent considering gross profits and capital stock measured net of scrapping. If attention is limited to the period before 1970, the corresponding average rates of return were both 11.5 percent. It should be borne in mind that these rates of return relate to nonfinancial corporations and not to the entire capital stock. In considering the return that is now available on new investment, it should also be realized that the recent rapid changes in relative input prices, especially the price of energy, depress the calculated return on existing assets without causing a corresponding reduction in the return on new assets.
